Journal of Accountancy
Volume 39

Issue 4

Article 1

4-1925

Use and Occupancy Insurance: Its Relation to the Accounting
Profession
Lee J. Wolfe

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Wolfe, Lee J. (1925) "Use and Occupancy Insurance: Its Relation to the Accounting Profession," Journal of
Accountancy: Vol. 39 : Iss. 4 , Article 1.
Available at: https://egrove.olemiss.edu/jofa/vol39/iss4/1

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

The Journal of Accountancy
Official Organ of the American Institute of Accountants

Vol. 39

April, 192.5

No. 4

Use and Occupancy Insurance
ITS RELATION TO THE ACCOUNTING PROFESSION
By Lee

J. Wolfe

Insurance against the hazard of fire has been in existence for
a number of years. Originally a simple coverage on buildings
and contents, it has expanded and become complicated along
with industrial and financial changes, until today there is scarcely
a loss from fire or other similar contingency that may impair
financial credit against which insurance cannot be obtained.
In the days before machinery came into general use in manu
facturing, most of the work was done by the owner of the busi
ness with two or three assistants or operations were carried on
in the homes of individuals, so that when a fire occurred the only
business loss was the small amount of unfinished and finished
goods on hand, together with a few tools of home or vicinity
manufacture. With the new dwelling came the new shop, and
the loss of materials and tools was easily covered by a simple
replacement fire-insurance policy.
However, with the advent of machinery accompanied by its
noise, dirt and requirements for space, the home ceased to be a
logical place for carrying on manufacturing operations and special
buildings had to be erected for manufacturing and warehousing
purposes. With this change also came changes in financial ar
rangements; individuals combined together and corporations
were formed; machinery and the buildings to house it were ex
pensive, and money was borrowed from outsiders. The problem
of fire insurance now was not so simple, for protection was
needed, not only for actual physical loss of property, but also for
protection to investors, who one day had a prosperous business,
but on the next, because of an unusual contingency, faced a loss
of profits during a reconstruction period.
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No longer could a new factory or warehouse be found over
night or erected in a few days; no longer could manufacturing be
resumed with hand-made tools. Loss of opportunity to make
money became a tangible insurable interest and profits insurance,
as it is known in England, or use and occupancy insurance, as
it is commonly called in this country, was devised to fit the
need.
As to who originated this form of insurance there seems to be
some doubt, but it was first issued in this country about fifty
years ago. Its use, however, was somewhat limited for a number
of years on account of the insuring public’s unfamiliarity with this
form of coverage and the insurance companies’ strict under
writing demands, due no doubt in part to the poor accounting
methods in use by many concerns both large and small. How
ever, with the improvements in accounting methods the insurance
companies have liberalized their policy forms and have displayed
a desire for this class of business. The advent of the world war
demonstrated the need for this coverage as nothing else could
have done and the last decade has witnessed a greatly increased
volume of this class of insurance.
What does this form of insurance cover and why is it especially
interesting to accountants?
In answer to the first part of the question I submit below one
of the forms of endorsement attached to standard fire policies.
This form has been approved by the uniform rules and clauses
committee of an association of fire companies covering the terri
tory embraced by the New England states, the middle Atlantic
states and the southeastern states. The other territories within
this country are covered by other associations, but the rules,
regulations and forms are practically uniform throughout the
country. Only the salient features of the form are set forth
herewith, as it would require too great an amount of space to give
the form in full. Anybody who is interested can obtain a com
plete form from a representative of any fire-insurance company.
(Per Diem)
Use and Occupancy
For manufacturing plants in steady operation “Straight U. & O.”
On the use and occupancy of the property described below:
(1) The conditions of this contract are that if the building (s) situate
and occupied as................................
and/or machinery and/or equipment
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[Insert here “and/or raw stock” if liability due to damage to or destruction
of raw stock is to be included] contained therein, be destroyed or damaged by
fire occurring during the term of this policy so as to necessitate a total or partial
suspension of business, this company shall be liable under this policy for the
actual loss sustained consisting of:
I. Net profits on the business which is thereby prevented;
IL Such fixed charges and expenses as must necessarily continue during a
total or partial suspension of business, to the extent only that such
fixed charges and expenses would have been earned had no fire
occurred;
III. Such expenses as are necessarily incurred for the purpose of reducing
the loss under this policy; for not exceeding such length of time, com
mencing with the date of the fire and not limited by the date of
expiration of this policy, as shall be required with the exercise of due
diligence and despatch to rebuild, repair or replace such part of said
building (s) and machinery and equipment
[Insert here “and raw stock,” if liability due to damage to or destruc
tion of raw stock is included] as may be destroyed or damaged subject
to the following conditions and limits, to wit:
(2) Total suspension clause: The per diem liability under this policy during
the time of total suspension of business of all the properties described herein
shall be limited to the “actual loss sustained,” not exceeding 1/300 of the
amount of this policy for each business day of such suspension, except that in
the case of business being operated on Sundays and/or holidays, in which event
the said per diem liability shall not exceed 1 /365 of the amount of this policy
for each business day of such suspension, due consideration in either case being
given to the experience of the business before the fire and the probable experi
ence thereafter.
(3) Partial suspension clause: The per diem liability under this policy
during the time of a partial suspension of business shall be limited to the
“actual loss sustained,” not exceeding that proportion of the per diem liability
that would have been incurred by a total suspension of business which the
actual per diem loss sustained, during the time of such partial suspension,
bears to the per diem loss which would have been sustained by a total sus
pension of business, for the same time, of all properties described herein, due
consideration being given to the experience of the business before the fire and
the probable experience thereafter.

It will be noted that the coverages, generally speaking, are:
1. Net profits.
2. Earned fixed charges and expenses which must continue
whether the plant is operating or not.
3. Necessary expenses incurred by the insured to help reduce
the loss under the policy.
A reading of this form will answer the second part of the ques
tion, for all of it is of interest to an accountant whose clients carry,
or contemplate carrying, this form of insurance.
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The work of an accountant in setting up a statement of loss
under a regular replacement form of coverage pales into insignifi
cance when compared to the work necessary for preparing a
proper statement of facts for a use and occupancy loss. In the
former the damage is apparent to the naked eye and the loss is
adjusted on replacement values at the time of the fire, usually
comparatively easy of ascertainment; but under a use and occu
pancy loss, the past, the present and the future are all used, for
it will be noted that in determining the loss (see sec. (2)—total
suspension clause and sec. (3) partial suspension clause) due
consideration must be given to the experience of the business,
before the fire and the probable experience thereafter. Could any
five words express the need for an accountant’s skill more forcibly
than those quoted?
The manufacturing form above is one of the simplest of the
many forms necessary to give coverage to the variety of indus
tries which they are devised to serve. For example, forms have
been issued to cover:
Mercantile or non-manufacturing risks;
Manufacturing plants having seasonal or fluctuating earnings;
Mercantile risks having seasonal or fluctuating earnings;
Mines;
Waterworks;
Electric light and power companies;
as well as modifications to cover on a weekly basis instead of a
per-diem basis.
It is impossible to condense into an article the length of this
a full discussion of the many possibilities calling for the account
ant’s skill in adjusting use and occupancy losses. Many excel
lent articles have been written on the subject and my fellow
accountants who are interested should read the very interesting
articles by L. A. Moore, of the New York underwriters agency,
on Use and Occupancy Insurance and Adjustments. Also the
article by William J. Greer, of the general adjustment bureau, on
Side Lines and Loss Ratios. In reading Mr. Moore’s first pam
phlet, however, it should be noted that the coverages referred to
were written on forms differing from those now in use, some of
his adjustments being based on production instead of on profits.
The companies today are writing their policies so that the cover
age is measured by loss of profits in dollars and not in loss of
production.
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But it is not alone in the field of loss adjustment that the
accountant can be of service to his client, in fact his principal
service can be rendered before the loss occurs.
First, he should impress upon the client carrying this form of
insurance the necessity for keeping books and records in such
condition that the salient facts in accordance with the policy
requirements are readily ascertainable. It will be at once appar
ent from a reading of the form given above, that a “partial sus
pension” loss is considerably more difficult to ascertain than is a
total suspension loss, and a trustworthy costing system, especially
one which indicates the earnings per machine per diem, may
prove of inestimable service in determining a partial loss.
Second, he should ascertain if 1/300th or 1/365th of the amount
of the policy, as the case may be (see sections 2 and 3 of above
form), is adequate coverage for his client. Remember that, in
case of a total loss, this would be the total per diem amount
which could be claimed, while in the case of a partial loss—and
policies of this kind are by far the most numerous—the form
contains a co-insurance clause as part of the partial suspension
clause. (See clause 3 of the above form.) Should a partial loss
occur with insufficient use and occupancy insurance in force, the
insured would suffer for his neglect. This can best be illustrated
by the following formula, which is always used in determining
the amount of loss payable under the partial suspension clause.
(a)
Per diem liability which would have been incurred
(by company) in event of total suspension
----------------------------------------------------------------- of actual per diem loss
(b)----------------------------------------- sustained
Per diem loss which would have been incurred (by
insured) in event of total suspension

A study of this formula makes it at once apparent that, if the
assured is carrying too small an amount of insurance, he will not
collect the full amount of his partial loss, irrespective of the fact
that it is less than 11300th of the amount of the policy. Let us
assume the following statement of facts:
(a) Per diem liability which would have been incurred (by com
pany) in event of total suspension.................................= $1,000
(b) Per diem loss which would have been incurred (by insured) in
event of total suspension................................................... =$1,200
(c) Actual per diem loss sustained...................................................... =$ 200

Here it is evident that the assured can suffer a loss of $1,200 a
day but has only insured against it at the rate of $1,000 a day.
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Substituting values we have:
$1,000
of $200 = $166.66 (loss payable)
$1,200

While, if he had covered himself for the full amount of his possible
loss, the adjusting formula would appear as:
$1,200
of $200 = $200.00 (loss payable)
$1,200

While the amounts in this example are small, they indicate
the point which I wish to make. When it is remembered that a
partial loss may exist for many months, it will be seen that even
the small figures above can run into large sums of money.
In the case of a plant having seasonal operations or fluctuating
earnings, great care should be exercised to ascertain whether the
earnings per month, as set forth in the policy, are correct or not.
Consideration should be given also to the increase in earnable
per-diem overhead, due to the increase in earnings from time to
time. It must be remembered that in adjusting a loss at a plant
having seasonal earnings, the coverage is for varying amounts,
dependent upon the length of time required to place the plant in
normal earning condition.
It is, of course, impossible for anybody to foretell exactly how
much use and occupancy insurance should be carried at a given
plant, but the accountant in making his periodical audit should
ascertain if changes which have occurred since the time of his
making the last audit materially affect the overhead expenses
and the profit in any way. Such changes as increases in salaries,
rent, numbers of old employees drawing pensions and financing
charges are all matters which affect the overhead. Increased
demand for the product, as well as changes in machinery and
equipment, which may increase the rate of profit, should be
reflected in the coverage under the use and occupancy policy.
Care of course should be taken not to have more use and
occupancy insurance than is necessary, although because of the
fluctuating amount of the coverage, it is possible that a slight
over-insurance may exist. This, however, is preferable to under
insurance. It must be remembered, however, that in case of
over-insurance, only the “actual loss sustained” can be collected.
The following schedule is suggested for use in determining the
amount of use and occupancy insurance necessary. It is a form
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which has been devised by one of the large fire companies writing
this class of insurance. It is given here merely as an illustration
and may have to be amended to fit any particular industry.
B
A
Expenses that will not con
Expenses that will continue
tinue if business is sus
during suspension of busi
pended ...........................
ness .................................
Salaries and wages of offi
cers, superintendents and
other employees whom it is
necessary to retain on the
payroll whether business
is carried on or not....... $Interest on indebtedness....
Necessary advertising ex
penses............................
Rent, amount legally liable
for during untenantability $Taxes.....................................
That part of insurance pre
miums which must con
tinue during suspension... $That part of cost of heating
and lighting which must
continue during suspen
sion.....................................
Enter here any other ex
penses that would continue
during suspension.........$................................................ $-

....................................... $
................................................ $Total.............................. $-

I. Anticipated gross earn
ings for the period cov
ered by the foregoing
schedule based upon
sales price of goods
that will be produced
if you operate a manu
facturing plant or upon
sales if you operate a
mercantile or non-man
ufacturing establish
ment....................... $-

Salaries and wages of em
ployees who can be dis
pensed with..................

Cost of advertising that can
be discontinued............ $Rent, if lease is cancelled or
rent suspended................ $■

That part of insurance pre
miums which will not
continue during suspen
sion ................................. $That part of cost of heating
and lighting which may be
discontinued during sus
pension ............................. $Enter here any other ex
penses that could be dis
continued during suspen
sion................................. $................................................
................................................$Total.................................$Summary
2. Cost of merchandise, ma
terials and supplies en
tering into goods that
will be produced during
that period in the
case of a manufactur
ing plant or sold in the
case of a mercantile
or non-manufacturing
plant.................... $---------
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3. Deduct No. 2 from No. 1
to determine gross
profits.................. $4. Total of all expenses listed
in columns A and B. . . $5. Deduct No. 4 from No. 3
to determine net prof
its......................... $

6. Total of column A........... $
7. Add No. 5 and No. 6 to
determine use and oc
cupancy loss if totally
prevented from carry
ing on business for the
period covered... $

If the foregoing schedule is made up on an annual basis,
item No. 7 is the amount of insurance to be carried. If a sepa
rate schedule is made up for each period less than a year to pro
vide for seasonal or monthly fluctuations, the amount of insur
ance to be carried will be the sum of the period amounts for item
No. 7.
In making up this form, due consideration should be given to
the fact that 90% of all losses are partial and that a large pro
portion of the partial losses are not of long duration and require
shutting down certain parts of the plant for periods of one month
or less. Under these conditions, when splitting the salaries and
wages between those necessary to be kept on the payroll and
those not necessary, consideration should be given to the fact
that in case of a partial loss involving shutting down for a period
of less than a month, it is more than likely that trained machine
operators and sales force will be retained on the payroll, and a
sufficient amount should be included in schedule A to provide for
this contingency.
If welfare work of any kind is carried on by the plant, such as
contributions to or maintenance of hospitals, recreation grounds,
etc., due provision should be made for the inclusion of these items
under “other continuing expenses” in schedule A.
In preparing the schedule of interest on indebtedness care
should be taken to include interest which will be paid out on
mortgage, with consideration of possible fluctuations of the out
standing principal, although, of course, the accountant will real
ize that in case of a total loss, the principal of the mortgage would
be paid off by the replacement fire insurance and there would
cease to be any outgo for this item.
Practically all of the insurance premiums should be carried
under “A,” as it is impossible to estimate which insurance pre
miums will be discontinued during suspension. Especial care
should be taken to include life-insurance premiums on executives
and employees, as these premiums are likely to be separated on the
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books of account from the other insurance premiums, because of
income-tax requirements.
In determining the expected gross earnings, care should be
taken to see that all market conditions are anticipated as accu
rately as possible. The net earnings, unless conditions in the
industry are materially changing or the volume of operations is
changing, should be comparable to the previous net earnings of
the insured.
The important point to keep in mind in preparing the schedule
of expenses is that only those expenses earned can be recovered.
If a plant is losing money, it is not earning its operating expenses,
and therefore, in case of a loss, only such portion of its operating
expenses as were earned can be recovered.
When two or more plants are operated by the same assured at
different locations, or if two or more dissimilar operations are
carried on at the same plant, provided the operations are not
dependent upon each other, it is advisable to carry separate use
and occupancy policies on each plant or on each operation, as the
following illustration will show:
Let us take a textile corporation engaged in the manufacture
of sweaters at one plant, hosiery at another plant and underwear
at a third plant. The sweater mill is making a profit of $10,000
per annum, the hosiery mill is losing $2,000 per annum, and the
underwear mill is losing $3,000 per annum. Assuming that these
operations are not dependent upon each other and that none of
the raw yarn used in the operations is spun by the corporation
itself, it would be better to have separate use and occupancy
policies on each mill. If only one policy were carried on the three
mills, the total net profits insurable would be $5,000 per annum,
but it will at once be seen that if the sweater mill should be
destroyed by fire, the profits lost to the corporation would be at
the rate of $10,000 per annum and not at the rate of $5,000 per
annum. The profits coverage on the sweater mill, therefore,
should be at the rate of $10,000 per annum.
Of course, the question which will immediately occur upon
reading the previous paragraph is: "Why should use and occu
pancy insurance be carried on a losing proposition?”
Many of us have clients who are compelled to carry on opera
tions at a loss in different parts of their businesses for several
reasons. Among these may be mentioned branded products,
when it is advisable to have a complete line of certain classes of
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merchandise under one name; or it may be that the demand for
one of the products has declined temporarily but in order to hold
the sales force intact the losing article must still be manufactured.
In cases where the use and occupancy policies are split among
several plants or operations, the amount of indirect overhead
such as officers’ salaries, etc., should be carefully apportioned
among the several plants.
If the operations in any one plant show a loss, no coverage
should be obtained for profits. The only item to be covered for
such a plant would be for earnable overhead expenses not dis
continuable; but great care must be exercised to watch the use
and occupancy insurance on the losing plants and, as soon as any
starts to make a profit, immediately to change the policy on that
plant to cover the new situation.
If, however, any of the operations conducted in one place are
dependent upon operations conducted in another, a blanket
policy covering all locations should be in effect. This can best
be illustrated by the actual example of a shirt-manufacturing
company which, because of the shortage of female labor in the
territory in which it originally operated, has established two
additional plants within trucking distance of the main plant.
At the main plant, assembling only is conducted. At one of the
subsidiary plants, neck bands are manufactured and at the other,
sleeves, cuffs and bodies are manufactured. It can easily be
seen, therefore, that should any one of the plants have a fire the
profits of the corporation would suffer.
Some of the large automobile manufacturing concerns, which
operate assembling plants only, carry use and occupancy insur
ance, not only on their own plants, but upon the plants of the
various corporations that supply them with material under con
tract, so that in case these outside concerns are prevented by fire
from furnishing the necessary assembling material, the profits
and expenses lost by such catastrophe would be collectible by
the assembling concern.
It is unnecessary to point out in the cases mentioned what
great service the accountant of a corporation can render in de
termining how much use and occupancy insurance should be
carried on each of the outside plants.
It is a common practice for the amount of replacement fire
insurance to be changed from time to time with the fluctuations
of materials on hand, but it has not been customary to change
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use and occupancy insurance with changing conditions. This is
due, no doubt, to the trouble involved in ascertaining the ap
proximately correct amount to carry.
Once having familiarized himself with the details of use and
occupancy insurance, it should be possible for an accountant to
inform the executive head of the corporation at the end of any
audit period how much would have been lost had there been a
total suspension of operations during the period under review
and to compare the amount which would have been collectible
under the use and occupancy insurance in force to the total possi
ble loss, advising, if necessary, an adjustment of use and occu
pancy insurance to meet the situation. If the comparison indi
cates that the coverage is too low for the case of a total loss, it is
bound to be too low for the case of a partial loss, for the reasons
already stated.
By becoming familiar with the use and occupancy coverages of
his clients, the accountant will also be in position to be of signal
service in case of a loss under use and occupancy policy.
This article has been devoted entirely to the question of use
and occupancy losses under fire-insurance policies. There are
many forms of use and occupancy insurance other than those at
tached to and made part of a fire policy. Use and occupancy en
dorsements can be attached to tornado, explosion, riot and civil
commotion, steam boiler, fly-wheel and machinery-breakage
policies. Usually the last three coverages provide for payment
of a specific amount in case of a total shut-down of the plant,
irrespective of whether it is making a profit or not. In case of a
partial loss, however, the method of determining the loss is
practically similar to the method outlined for a fire-insurance
policy, and the partial-insurance formula given above is applied.
The accountant should ascertain if necessity for these addi
tional forms of use and occupancy coverage exists. It must be
remembered that a factory or mercantile establishment is nothing
more than an adjunct of the general business. It is not the object
of the business to manufacture goods, but to make a profit from
operations. This fact should be borne in mind and all reason
able protection should be afforded to stockholders and investors.
There are other classes of insurance closely allied to use and
occupancy insurance which require the accountant’s skill in
making adjustments and determining the amount of insurance to
be carried, such as rent insurance and insurance on profits and
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commissions. The latter form of insurance, while closely allied to
use and occupancy insurance, must be sharply distinguished from
it. Use and occupancy insurance insures against losses of future
profits and has no relation to goods destroyed or lost as a result
of the catastrophe. The insurance of profits and commissions
applies to the destruction of finished merchandise on which a
profit was expected. The forms used for this form of insurance
follow to a great extent the forms used in writing use and oc
cupancy insurance.
Naturally, the accountant will ask: “Is it not the duty of the
agent or broker representing the client to look out for these
matters?” In answer to this I can only say that while no doubt
the agent or broker does his best, he does not have the same in
timate knowledge of the client’s financial affairs, nor is he quali
fied—unless an accountant—to make the necessary analyses of
the accounts.
When an accountant has determined how much use and oc
cupancy insurance is needed, he should cooperate with the client’s
agent or broker and the technical insurance part of the problem
should be left to the latter. In this way, the client will receive
the full protection to which he is entitled.
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